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CROSS-REFERENCE TO RELATED APPLICATIONS 

This application is a Continuation-In-Part of U.S. Provisional Application Serial Number 
60/255,977 filed December 15, 2000. 
FIELD OF THE INVENTION 

The present invention relates to a method for structuring a state revolving fund bond 
program. More particularly, the present invention relates to a method for structuring a state 
revolving fund bond program including an SRF fund with program equity, at least one loan 
made to a borrower, and at least one bond issued to a bondholder corresponding to the loan 
made to the borrower, comprising: receiving, into the SRF fund, loan repayments made by 
each borrower; and paying bond debt service with the loan repayments made by each 
borrower and, to the extent required, from program equity and earnings thereon. 

For the purposes of the present application the term "limited recourse general 
obligation" is intended to include, but not be limited to, an obligation: (a) in which recourse is 
limited to program equity in a state revolving fund; and (b) in which all or a portion of such 
available recourse is required to be used to meet the liabilities of the obligation but no 
program equity funds are legally pledged (e.g., for tax or other purposes) to secure the state 
revolving fund prior to a time when needed. 

Further, for the purposes of the present application the term "sinking fund" is intended 
to include, but not be limited to, a fund expected to be used to pay debt service. 

Further still, for the purposes of the present application the term "pledged fund" is 
intended to include, but not be limited to, a fund which is reasonably assured to be available. 

Further still, for the purposes of the present application the terms "program equity" 
and "corpus allocation" are intended to include, but not be limited to, equity derived from 
capitalization grants and/or state matching funds. The equity may be in the form of loans and 
or cash (e.g., negotiable notes, security investments, etc.). 
BACKGROUND OF THE INVENTION 

In a State Revolving Fund ("SRF") program bonds are issued through an associated 
SRF issuer. Fig. 1 shows the structure of a conventional SRF program. As seen in this Fig., 
the bond proceeds are used to make loans to borrowers. Bond debt is serviced by: a) loan 
repayments from the borrowers; b) net interest subsidy (or "additional subsidy") from an 
interest subsidy fund (which may be in the form of "contract assistance" from one or more 
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State General Obligation bonds or appropriations); and c) interest earnings from a reserve 
fund. The reserve fund is funded by equity from the SFR fund and the equity is returned to 
the SRF fund as principal is retired. 

While conventional SRF programs using the reserve fund model typically achieve 
high ratings (e.g., "AAA"), such SRF programs are generally required (e.g., under Federal 
law) to restrict the yield on program equity in the reserve fund to the bond yield. This is due 
to the fact that the earnings on the reserve fund are used to pay debt service and that the 
reserve fund is pledged as security for the payment of the debt service. In other words, SRF 
program equity in the reserve fund is both a pledged fund and a sinking fund and as such the 
earnings on the reserve fund must generally be restricted to the arbitrage yield of the bonds 
which they secure. Of note, in order to maintain the tax exempt status of bonds issued under 
such a conventional SRF program, any yield on program equity in the reserve fund greater 
than the bond yield must be turned over to the Federal government. Conventional SRF 
programs using the cash flow model typically invest their program equity directly in loans, 
that has a similar economic effect to borrowing to fund those same loans and investing the 
equity at the bond yield. 
BRIEF DESCRIPTION OF THE DRAWINGS 

Fig. 1 shows a block diagram of a traditional SRF structure using the reserve fund 

model; 

Fig. 2 shows a block diagram of an SRF structure according to an embodiment of the 
instant invention; 

Fig. 3 shows a block diagram of an SRF structure according to an embodiment of the 
instant invention; 

Fig. 4 shows Sources and Uses of Funds under the traditional reserve fund model; 

Fig. 5 shows Sources and Uses of Funds under an SRF structure according to an 
embodiment of the instant invention; 

Fig. 6 shows a cash flow comparison according to an embodiment of the instant 
invention; 

Fig. 7 shows investment of unrestricted equity according to an embodiment of the 
instant invention; 

Fig. 8 shows various financial data in connection with 0% loans according to an 
embodiment of the instant invention; 
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Fig. 9 shows a diagram of loans made at a blended-rate according to an embodiment 
of the instant invention; 

Fig. 10 shows possible savings according to an embodiment of the instant invention; 

and 

Fig. 1 1 shows a diagram of a security structure according to an embodiment of the 
instant invention. 

Among those benefits and improvements that have been disclosed, other objects and 
advantages of this invention will become apparent from the following description taken in 
conjunction with the accompanying figures. The figures constitute a part of this specification 
and include exemplary embodiments of the instant invention and illustrate various objects 
and features thereof 

DETAILED DESCRIPTION OF THE INVENTION 

As required, detailed embodiments of the instant invention are disclosed herein; 
however, it is to be understood that the disclosed embodiments are merely illustrative of the 
invention that may be embodied in various forms. The figures are not necessarily to scale, 
some features may be exaggerated to show details of particular components. Therefore, 
specific structural and functional details disclosed herein are not to be interpreted as limiting, 
but merely as a basis for the claims and as a representative basis for teaching one skilled in 
the art to variously employ the instant invention. 

In one embodiment of the present invention a method for structuring a state revolving 
fund bond program including at least one bond is provided, comprising: primarily securing 
each bond associated with the state revolving fund bond program by a pledge of borrower 
loan payments; secondarily securing each bond associated with the state revolving fund bond 
program by a limited recourse general obligation; and excluding program equity from being 
available to meet the limited recourse general obligation. 

In one specific example, which example is intended to be illustrative and not 
restrictive, the step of excluding program equity from being available to meet the limited 
recourse general obligation may further comprise excluding program equity from being 
available to meet the limited recourse general obligation until at least a portion of the 
program equity has been de-allocated, after which the de-allocated portion of the program 
equity may be made available to meet the limited recourse general obligation. The portion of 
the program equity may be de-allocated on the date on which a loan payment associated with 
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a given loan is due. The portion of the program equity may be de-allocated regardless of 
whether the loan payment associated with the given loan is actually made. 

In another specific example, which example is intended to be illustrative and not 
restrictive, earnings from the program equity may be paid to a borrower associated with a 
given loan. The earnings from the program equity may be paid to the borrower on a periodic 
basis. A periodic payment of the earnings from the program equity may be made to the 
borrower after a loan payment associated with the given loan is due. The periodic payment of 
earnings from the program equity may be made to the borrower regardless of whether the 
loan payment associated with the given loan is actually made. The earnings from the program 
equity may be paid to the borrower in advance. The earnings from the program equity may be 
paid to the borrower in advance in an amount substantially equal to a present value of the 
expected earnings. The present value of the expected earnings may be calculated using an 
expected yield. 

In another specific example, which example is intended to be illustrative and not 
restrictive, a lien may be granted on the de-allocated portion of the program equity. The lien 
may be superior to the availability of the de-allocated portion of the program equity to meet 
the limited recourse general obligation. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with an 
initial financing. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with a 
refunding. 

In another embodiment of the present invention a method for structuring a state 
revolving fund bond program including at least one bond is provided, comprising: primarily 
securing each bond associated with the state revolving fund bond program by a pledge of 
borrower loan payments; secondarily securing each bond associated with the state revolving 
fund bond program by a limited recourse general obligation; and excluding a corpus 
allocation corresponding to each loan from being available to meet the limited recourse 
general obligation. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the step of excluding a corpus allocation corresponding to each loan from being 
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available to meet the limited recourse general obligation may further comprise excluding a 
corpus allocation corresponding to each loan from being available to meet the limited 
recourse general obligation until at least a portion of the corpus allocation has been de- 
allocated, after which the de-allocated portion of the corpus allocation may be made available 
to meet the limited recourse general obligation. The portion of the corpus allocation 
corresponding to a given loan may be de-allocated on the date on which a loan payment 
associated with the given loan is due. The portion of the corpus allocation corresponding to 
the given loan may be de-allocated regardless of whether the loan payment associated with 
the given loan is actually made. 

In another specific example, which example is intended to be illustrative and not 
restrictive, earnings from the corpus allocation corresponding to a given loan may be paid to 
a borrower associated with the given loan. The earnings from the corpus allocation 
corresponding to the given loan may be paid to the borrower on a periodic basis. A periodic 
payment of the earnings from the corpus allocation corresponding to the given loan may be 
made to the borrower after a loan payment associated with the given loan is due. The periodic 
payment of earnings from the corpus allocation corresponding to the given loan may be made 
to the borrower regardless of whether the loan payment associated with the given loan is 
actually made. The earnings from the corpus allocation corresponding to the given loan may 
be paid to the borrower in advance. The earnings from the corpus allocation corresponding to 
the given loan may be paid to the borrower in advance in an amount substantially equal to a 
present value of the expected earnings. The present value of the expected earnings may be 
calculated using an expected yield. 

In another specific example, which example is intended to be illustrative and not 
restrictive, a lien may be granted on the de-allocated portion of the corpus allocation of a 
given loan. The lien may be superior to the availability of the de-allocated portion of the 
corpus allocation to meet the limited recourse general obligation. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with an 
initial financing. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with a 
refunding. 



6 



In another embodiment of the present invention a method for structuring a state 
revolving fund bond program including an SRF fund with program equity, at least one loan 
made to a borrower, and at least one bond issued to a bondholder corresponding to the loan 
made to the borrower is provided, comprising: receiving, into the SRF fund, loan repayments 
made by each borrower; and paying bond debt service with the loan repayments made by 
each borrower and, to the extent required, from program equity and earnings thereon. 

In one specific example, which example is intended to be illustrative and not 
restrictive, the method may further comprise securing payment of bond debt service with at 
least one of: (i) at least one loan; and (ii) a limited recourse general obligation associated with 
the SRF fund. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the method may further comprise retaining at least a portion of the program equity 
in cash, which portion of the program equity retained as cash does not constitute a pledged 
fund or a sinking fund and can thus be invested at an essentially unrestricted yield. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may further include an interest subsidy 
fund and at least a portion of an interest subsidy from the interest subsidy fund may be used 
to pay bond debt service along with loan repayments before bond debt service is paid under 
the limited recourse general obligation. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may further include an equity funded 
subsidy escrow and at least a portion of an interest subsidy from the equity funded subsidy 
escrow may be used to pay bond debt service along with loan repayments before bond debt 
service is paid under the limited recourse general obligation. The equity funded subsidy 
escrow may be used to pay bond debt service on less than all of the loans in the state 
revolving fund bond program. Each loan in the state revolving fund bond program for which 
debt service is paid by the equity funded subsidy escrow may be payable from a guaranteed 
investment contract. Each loan in the state revolving fund bond program for which debt 
service is paid by the equity funded subsidy escrow may have a lower priority to at least one 
of (a) repayments made by the borrowers and (b) the limited recourse general obligation 
associated with the SRF fund than does each loan in the state revolving fund bond program 
for which debt service is not paid by the equity funded subsidy escrow. A bond 
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corresponding to a loan in the state revolving fund bond program for which debt service is 
not paid by the equity funded subsidy escrow may be issued as a variable rate bond. The 
equity funded subsidy escrow may be funded at least in part from a portion of program equity 
corresponding to a given loan. The portion of the program equity corresponding to the given 
loan which is used to fund the equity funded subsidy escrow may be expended with interest 
to provide the interest subsidy. The portion of the program equity corresponding to the given 
loan which is used to fund the equity funded subsidy escrow may be yield restricted. A 
portion of the program equity corresponding to a given loan which is not used to fund the 
equity funded subsidy escrow may be yield unrestricted. 

In another specific example, which example is intended to be illustrative and not 
restrictive, when the state revolving fund bond program includes at least two bonds the bond 
debt service of a given bond secured under the limited recourse general obligation associated 
with the SRF fund may be secured at one of at least two priority levels. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with an 
initial financing. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with a 
refunding. 

In another embodiment of the present invention a method for structuring a state 
revolving fund bond program including an SRF fund with program equity, an interest subsidy 
fund, an equity funded subsidy escrow, at least one loan made to a borrower, and at least one 
bond issued to a bondholder corresponding to the loan made to the borrower is provided, 
comprising: receiving, into the SRF fund, loan repayments made by each borrower; and 
paying bond debt service with loan repayments made by each borrower, at least a portion of 
an interest subsidy from the interest subsidy fund, at least a portion of an interest subsidy 
from the equity funded subsidy escrow, and, to the extent required, from program equity and 
earnings thereon. 

In one specific example, which example is intended to be illustrative and not 
restrictive, the method may further comprise securing payment of bond debt service with at 
least one of: (i) at least one loan; and (ii) a limited recourse general obligation associated with 
the SRF fund. 
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In another specific example, which example is intended to be illustrative and not 
restrictive, the method may further comprise retaining at least a portion of the program equity 
in cash, which portion of the program equity retained as cash does not constitute a pledged 
fund or a sinking fund and can thus be invested at an essentially unrestricted yield. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the equity funded subsidy escrow may be used to pay bond debt service on less 
than all of the loans in the state revolving fund bond program. Each loan in the state 
revolving fund bond program for which debt service is paid by the equity funded subsidy 
escrow may be payable from a guaranteed investment contract. Each loan in the state 
revolving fund bond program for which debt service is paid by the equity funded subsidy 
escrow may have a lower priority to at least one of (a) repayments made by the borrowers 
and (b) the limited recourse general obligation associated with the SRF fund than does each 
loan in the state revolving fund bond program for which debt service is not paid by the equity 
funded subsidy escrow. A bond corresponding to a loan in the state revolving fund bond 
program for which debt service is not paid by the equity funded subsidy escrow may be 
issued as a variable rate bond. The equity funded subsidy escrow may be funded at least in 
part from a portion of program equity. The portion of the program equity which is used to 
fund the equity funded subsidy escrow may be expended with interest to provide the interest 
subsidy. The portion of the program equity which is used to fund the equity funded subsidy 
escrow may be yield restricted. A portion of the program equity which is not used to fund the 
equity funded subsidy escrow may be yield unrestricted. 

In another specific example, which example is intended to be illustrative and not 
restrictive, when the state revolving fund bond program includes at least two bonds the bond 
debt service of a given bond secured under the limited recourse general obligation associated 
with the SRF fund may be secured at one of at least two priority levels. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with an 
initial financing. 

In another specific example, which example is intended to be illustrative and not 
restrictive, the state revolving fund bond program may be structured in connection with a 
refunding. 

In summary, a first embodiment of the instant invention may operate as follows. An 
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SRF program may be structured to achieve unrestricted earnings on at least a portion of 
program equity (e.g., by retaining at least a portion of program equity that is not used to make 
a loan and is not part of a pledged fund or a sinking fund). Such an SRF program shall 
hereinafter be referred to as a State Revolving Fund General Obligation ("SRFGO") program. 
More particularly, the structure of an SRFGO program according to the first embodiment of 
the instant invention is shown in Fig. 2. 

As seen in Fig. 2, the bond proceeds are used to make loans to borrowers. Borrower 
repayments are returned directly to the SRF fond. Bond debt is serviced by: a) net interest 
subsidy (or "additional subsidy") from an interest subsidy fund (which may be in the form of 
"contract assistance" from one or more State General Obligation bonds or appropriations); b) 
interest subsidy from an escrow; and c) net debt service from the SRF fund. The escrow is 
funded by equity from the SRF Fund (at x% of bond par, wherein x is an appropriate %, such 
as 40-55%, for example). The % of bond par that remains in the SRF fund is unrestricted. 

Under the SRFGO program structure of the instant invention, the bonds would be 
primarily secured by a pledge of borrower loan payments but would not be secured by the 
borrowers' corpus (i.e., reserve fond) allocations. In the event of a borrower default, the 
borrower's corpus allocation would not be available to pay the SRF issuer's bond debt 
service. In any case, the bonds would additionally be secured by a limited recourse general 
obligation of the SRF issuer to pay the bonds from available SRF program funds in the event 
of a borrower default. Corpus allocations to borrowers would be specifically excluded from 
being available to meet the SRF general obligations until de-allocated. The corpus 
allocations would be invested for the benefit of the borrowers as required by any appropriate 
SRF statute for leveraged loans. Each borrower's corpus allocation could be reduced (i.e., de- 
allocated) on each of the dates on which a loan payment is due, whether or not the payment is 
made. Such de-allocated corpus could be available to pay any obligations secured by the SRF 
general obligation credit. The SRF issuer could be permitted to grant liens on such de- 
allocated corpus (or any other SRF program assets) to other creditors so that such other 
creditors would have a superior claim on such amounts. Under the SRFGO structure of the 
instant invention it is believed that neither the corpus allocations nor the de-allocated 
amounts held by the SRF issuer would constitute "pledged fonds" of any of the SRF issuer's 
bonds. 

In this first embodiment of the instant invention, equity (which under the traditional 
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approach would be deposited into the reserve fund), would be split into two portions. One 
portion would be deposited into what is called a subsidy escrow (or equity funded subsidy 
escrow). Both the earnings and equity of the subsidy escrow would be used in lieu of reserve 
fund earnings to defease the debt service subsidy. As such, the subsidy escrow would be 
considered a sinking fund and would be yield restricted. In one example, for twenty-year 
loans the subsidy escrow would consist of approximately 40% of the equity currently being 
deposited in a reserve fund. The other 60% of the equity would remain in the SRF fund and 
the equity and earnings on this portion would be retained in the SRF to be used to make 
additional loans or for other authorized purposes (this portion would not be either a pledged 
fund or sinking funds). Therefore these funds would be considered unrestricted. 

To the extent that equity in the SRF Fund were not expended or pledged for other 
purposes, such amounts would be "available" to secure SRFGO obligations. However, there 
would be no pledge of such funds to secure SRFGO bonds or any covenant restricting the 
SRF issuer's ability to otherwise encumber such funds. 

Further, the earnings on each borrower's corpus allocation would not be used to pay 
the SRF issuer's bond debt service nor to reduce the amount of loan debt service payable by 
such borrower. To ensure that earnings are not used for debt service, earnings could be paid 
to each borrower on a date shortly after the date on which any related SRF issuer's debt 
service is due. To help avoid a characterization of the corpus allocation as "sinking funds" for 
the bonds, the SRF issuer's obligation to pay corpus earnings to a borrower could be 
independent of whether or not the borrower pays its loan debt service to the SRF issuer. 

A structuring alternative according to a second embodiment of the instant invention 
(which would further buttress the conclusion that the corpus earnings are not "sinking funds") 
would be for the SRF issuer to pay the borrowers their corpus earnings in advance. For 
example, the SRF issuer could pay a borrower an amount equal to the present value 
(discounted at the bond yield) of the expected corpus earnings (estimated at an agreed upon 
yield). The payment could fully liquidate the SRF issuer's obligation under the loan 
agreement to pay corpus earnings. The actual earnings on the borrowers' corpus allocation 
would then clearly not be applied to pay bond debt service and would be retained in the SRF 
program to be used to make additional loans or for any other authorized purposes. 

It is noted that if all of the SRF issuer's bonds were to be equally secured by the SRF 
general obligations then all the ratings of the SRFGO program credit may be determined in 
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relation to the ratings of the bonds pledged to secure the SRF issuer's loans (i.e., the SRF 
issuer's subordinate lien bonds). To help avoid this result, and in order to build in flexibility 
and to help avoid any issues over concentrated borrowers, a third embodiment of the instant 
invention may employ the creation of several tiers of SRFGO program credits. 

In one example of this embodiment, the "first priority" SRFGO program credits could 
secure bonds issued to refund the SRF issuer's previously financed pooled loans (e.g., 
previously financed under a Master Financial Indenture ("MFI")). A "second priority" 
SRFGO program credit could be used to secure other SRF issuer's bonds issued to finance 
various loans that could conceivably affect the first priority SRFGO program credit but that 
are too small to affect the third priority SRFGO program credit . A "third priority" SRFGO 
program credit could secure other SRF issuer's bonds issued solely on behalf of a particular 
borrower. Finally, any additional loans could be financed by a "fourth priority" SRFGO 
program credit. 

In another example of this embodiment, the "first priority" SRFGO program credit 
could include pooled loans going forward. A "second priority" and "third priority" SRFGO 
program credit could be created for future use if, for example, it ever becomes necessary to 
separate additional SRF issuer loans from the rest of the pool. Since the creation of the tiers 
of the SRFGO credits gives SRFGO bonds issued to finance pooled loans a claim on all 
available program equity ahead of other priority bonds, it is believed that the issues relating 
to number and diversity of the pooled borrowers should be either reduced or eliminated for 
all borrowers (other than possibly the SRF issuer). Fig. 3 shows a structure of various 
SRFGO priorities according to an embodiment of the invention. 

In a fourth embodiment of the SFRGO approach according to the instant invention, 
the SFR issuer could yield restrict a portion of the corpus allocation but could invest the 
balance at an unrestricted yield. More particularly, the SRF issuer could fund an escrow from 
each borrower's corpus allocation in an amount sufficient with earnings at the bond yield to 
fully fund the interest subsidy (e.g., either 33% or 50% of the interest on each borrower's 
loan). The portion of the corpus allocation deposited in the escrow could be expended, with 
earnings, to provide an "interest subsidy", and could be yield restricted. It is believed that this 
structure would eliminate any tension between the desired tax law result and the applicable 
federal and state SRF statutes. None of the balance of the corpus allocation (or earnings 
thereon) could be used to pay bond or loan debt service. In fact, such earnings could be 
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retained by the SRF issuer and used to leverage additional loans. Accordingly, none of this 
amount could be yield restricted as "bond proceeds." The use of a portion of the corpus itself 
to pay debt service should not be a problem. The SRF issuer is generally required to maintain 
the SRF in perpetuity. However, it is believed that there is generally not any prohibition on 
using corpus to pay debt service except in the context of state match bonds. Even under the 
traditional SRF structure the corpus generally would be used to pay debt service in the event 
of a default. In fact, if the SRF issuer were to invest the balance of the corpus at an 
unrestricted yield and retain those earnings itself, it would be enhancing the available 
resources of the SRF. The SRF issuer could have at least two options with respect to the 
disposition of the higher earnings on the non-escrowed portion of the corpus allocation: 1) 
retain the earnings (This seems the simplest from a tax perspective. In fact, the SRF issuer 
could take the position that to give the additional earnings to the borrowers would cause the 
corpus to be subject to yield restriction in which case the additional earnings would have to 
be paid to the federal government in yield reduction payments); or 2) the SRF issuer could 
increase the amount of the "interest subsidy" funded from the escrow. (This would give the 
benefit of unrestricted earnings to the borrower and would slightly increase the amount of 
restricted corpus. This option would probably work under applicable tax requirements, 
although its validity is likely to be less sure than the validity of the first option.) In either 
case, the specific unrestricted percentage of the corpus allocation would vary depending on 
the loan maturity (e.g., whether the loan matures over 20 or 30 years). 

It is further noted that funding the escrow of the SRFGO according to the instant 
invention is believed to be consistent with any state requirement to maintain the SRF in 
perpetuity. In this regard, it is believed that there is no prohibition against spending equity, 
as opposed to just earnings, to pay bond debt service (except with respect to state match 
bonds). Moreover, it is believed that under the reserve fund model equity would also be 
spent in the event of a default and that since total earnings on program equity would likely be 
higher under the SRFGO approach (as compared to a traditional SRF), the available resources 
of the SFRGO program would be significantly greater over time than under the traditional 
reserve fund model. 

It is further noted that an SRF issuer could convert to the SRFGO approach according 
to the instant invention by refunding outstanding refundable bonds. More particularly, bonds 
that could be refunded for savings could be refunded to their call date, likely resulting in 
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varying levels of savings (before considering earnings on program equity), wherein the level 
of savings would depend on the specific bond coupons. Further, bonds that could not be 
refunded for savings could be refunded to maturity, resulting in dissavings (before earnings 
on program equity) substantially equal to transaction costs. Further still, non-refunded bonds 
from issues that were previously refunded (with subordinate refunding bonds) could also be 
refunded (such subordinate refunding bonds would likely not be eligible to be advance 
refunded). Further still, the refunded bonds could be legally defeased and the program equity 
in the reserve funds could be released from securing the refunded bonds. Further still, the 
released program equity could be returned to the SRF except to the extent required to fund 
the interest subsidy escrow. Further still, as a result of the universal cap (assuming no 
extension of maturities), virtually all of the program equity could be unrestricted for the life 
of the bonds (including the equity deposited in the interest subsidy escrow). 

As discussed above, an interest subsidy escrow may be used to defease the interest 
subsidy, thereby preventing the balance of the corpus allocation from being characterized as a 
sinking fund and, together with the SRFGO credit, freeing such balance of the corpus 
allocation from yield restriction. Further, a reserve fund may be used to secure, and the 
reserve fund earnings may be used to pay debt service on, a limited portion of an SRF 
issuer's bonds, thus maximizing the permitted yield on the corpus allocation and allowing the 
unsecured bonds to be issued on a variable rate basis without adversely affecting corpus 
earnings (the unsecured bonds could be given a senior claim on the loans since the secured 
bonds could be fully payable from a collateralized Guaranteed Investment Contract ("GIC")). 

Similarly, in a fifth embodiment of the SRFGO approach according to the instant 
invention the interest subsidy escrow could be used to pay debt service (principal and 
interest) only on a limited portion of SRF issuer's SRFGO bonds. Such portion of the bonds 
could be fully payable from a collateralized GIC and could have a lower priority of payment 
from loan repayments and the SRFGO credit. The unsecured bonds could have a higher 
priority of payment from loan repayments and SRFGO credit and could be issued as variable 
rate bonds without adversely affecting the yield on the portion of the corpus in the interest 
subsidy escrow. 

Further, in a sixth embodiment of the instant invention the use of the SRFGO 
approach could be optimized for refundings for which the current taxable reinvestment rate is 
less than the yield on the GICs securing the prior issue (i.e., the yield on the prior issue). An 
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SRF issuer's GICs could allow it the option of terminating or maintaining a GIC when it 
refunds a related bond. Thus, the SRF issuer could maximize the reinvestment rate on the 
portion of the corpus that remains in the SRF Fund under the SRFGO credit by maintaining 
those funds in the original GIC. In fact, since the SRF Fund monies are unrestricted, the SRF 
issuer could realize an increase in earnings to the extent that the GIC rate exceeds the 
arbitrage yield on the prior issue. 

It is noted, however, that if a portion of the corpus were deposited in an interest 
subsidy escrow securing the refunding bonds, the yield on that portion would be restricted to 
the lower refunding bond yield. This effect can be avoided by: i) leaving unrefunded a 
portion of the prior issue such that the interest subsidy escrow exactly repays the unrefunded 
prior bonds; and ii) having the interest subsidy pay debt service (principal and interest) of 
such unrefunded bonds. Thus, the interest subsidy escrow could continue to be invested at the 
higher prior bond yield. 

Moreover, if the yield on the unrefunded bonds were equal to the prior bond yield, the 
corpus amount required to fund the interest subsidy escrow would equal the amount of the 
unrefunded prior bonds. In this event, the SRF issuer would be indifferent (if the prior bonds 
were currently callable), except for transaction costs and universal cap effect (discussed 
below), between: i) leaving the prior bonds outstanding and investing the interest subsidy 
escrow in the existing GIC at the prior bond yield; and ii) refunding the prior bonds and 
investing the interest subsidy escrow in a new GIC at the refunding bond yield. In fact, there 
would be little difference between those two yields. However, if the prior bonds are not 
currently callable, the SRF issuer would not get the benefit of the lower refunding coupon 
until after the call date, whereas the interest subsidy escrow would be immediately restricted 
to the lower refunding bond yield. Thus, before taking account of the universal cap, the SRF 
issuer would be better off having the interest subsidy escrow secure unrefunded prior bonds 
whenever a significant period remains until the call date. The universal cap further clouds the 
issue because prior to the first call date on the refunded bonds, an interest subsidy escrow 
securing the refunding bonds would be fully unrestricted as a result of the universal cap, 
allowing the SRF issuer not only to invest at the higher prior bond yield, but also to benefit 
from GICs with yields higher than the arbitrage yield on the prior bonds. However, the 
universal cap benefit could be significantly reduced once any of the prior bonds are called for 
redemption. Thus, the determination whether to have the interest subsidy escrow secure the 
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refunded or refunding bonds would have to be determined on a case by case basis. 

Referring now to the financial benefit of using the SRFGO structure of the instant 
invention in connection with an embodiment directed to the Massachusetts Water Pollution 
Abatement Trust ("MWPA Trust"), Table 1 below summarizes the example savings for new 
loans of both 20 and 30 years. For 20-year loans, the indicated gross savings represent 72% 
of earnings that would be rebated under the traditional reserve model. For 30-year loans the 
gross savings represent 61% of earnings that would be rebated under the traditional reserve 
model. 



Table 1 







SRFG( 




ins 






20 Years 




60% 


11.4% 


3.99% 




30 Years 




45% 


16.1% 


3.56% 





To the extent that some of the existing MWPA Trust GICs were bid to blend the 
construction fund and reasonably required reserve, and depending strongly upon the shape of 
the yield curve when the GIC was bid, the MWPA Trust may have already realized a portion 
of these savings. In any case, assuming the MWPA Trust makes $200 million in leveraged 
loans per year for the next 10 years, the Present Value ("PV") benefit of the SRFGO structure 
for such new money loans would be approximately $59.5 million. 

An additional PV benefit would be realized on future refunding issues. Since the 
SRFGO structure features a lesser amount of restricted equity, more bonds could be 
refinanced in future refiindings, increasing the savings of such refundings. Assuming that the 
MWPA Trust refunds $500 million of pool bonds over the next 10 years, the incremental PV 
benefit from the SRFGO structure alone could be $6 million. 

Of course, the previous discussions beg the question of how could the MWPA Trust 
realize a portion of the PV benefit from unrestricted earnings that are lost because the subsidy 
escrow is restricted? One mechanism that could possibly produce the desired result is to 
provide a rationale where the subsidy escrow is not used to pay bond service. Of course, this 
would require an additional source of funds to pay debt service. 
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Essentially, debt service in the SRF can only come from loan repayments, state 
payments, equity earnings or program equity. A potential source of debt service payments 
that would reduce restricted funds would be future loan repayments, future state payments, or 
future program equity. In other words if debt service is funded with "pay as you go" equity 
from federal and state grants or from new leveraged loans, the subsidy escrow might not be 
considered a sinking fund and would therefore be unrestricted. It is noted, however, that in 
order for SRF counsel to give an opinion, such counsel would need to be comfortable with 
the future availability of at least one of these sources of debt service payment. 

Further, since the MWPA Trust's borrowers are legally responsible to pay gross debt 
service, another potential mechanism would use the gross borrower payments for debt service 
and to apply earnings on equity to provide a subsidy to the borrowers. The issue with this 
approach is whether the subsidy would be viewed as a reimbursement of the borrowers' debt 
service payment. 

Beyond the financial benefit of unrestricting a portion of the reserve funds, the 
SRFGO approach of the present embodiment can potentially also provide additional 
programmatic and credit flexibility, such as the ability to: 

Broaden qualifying projects: Just as the use of the SRF was expanded to include 
drinking water loans, in the future the SRF definition relating to a project's ability to 
qualify for the SRF may again be materially changed. It is believed that the SRFGO 
approach, and the availability of different "priorities", will simplify the process of 
broadening qualifying projects. 

Increase program leverage: Increasing or decreasing program leverage becomes just 
another program consideration under the SRFGO approach, as leverage can be 
targeted on a case-by-case basis. 

Cross-collateralize: The SRFGO structure, which eliminates the pledge of specific 
reserves, can be used to cross-collateralize essentially any loans or loan types without 
changes to the program indenture. 

Provide a security source for interim financings: The SRFGO credit could be used 
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to secure sources of interim financing such as BANs or Commercial Paper, for 
example. 

Modify types and amounts of financial assistance: Not only can the leveraging ratio 
be determined by the SRFGO issuer but, correspondingly, the SRFGO issuer can 
target the level of subsidy for different types of borrowers. 

Issue parity bonds without a reserve fund: It is believed that under the SRFGO 
approach there is no reason that parity bonds without any reserves or subsidy could be 
issued. 

Reduce investment liquidity: Without the need for complete liquidity on all reserves, 
the SRFGO issuer will be free to seek higher taxable investment returns by reducing 
the required liquidity of investment instruments. Additionally, the SRFGO issuer 
would be less dependent upon the narrow universe of GIC providers for investments. 

Use variable rate bonds: The SRFGO credit can provide a source of security for 
issuing variable rate debt, offering a low-cost financing vehicle. In fact, it is believed 
that any large amount of SRFGO issuer assets would allow the SRFGO issuer to 
provide self-liquidity or, at the very least, assure low costs for bank liquidity facilities. 

Regarding potential EPA concerns with the use of equity and the recycling of funds in 
the SRF context, it is believed that a careful analysis shows that these concerns can be 
sufficiently addressed. The analysis will address changes in program cash flows (with a 
particular focus on changes that affect program equity) as well as changes in the way that 
program equity is used to provide security for the program's SRF bonds. 

Referring now to program cash flows, under both the traditional reserve model and 
the SRFGO structure of the instant invention, the sources of funds ("Sources of Funds") fall 
into the following categories: 

- Program equity 

- Earnings on equity at the bond yield 
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- Earnings on equity above the bond yield 

Under each approach (i.e., traditional reserve model and SRFGO structure), on any date, 
there are four potential uses to which the SRF issuer can apply program funds, both equity 
and earnings ("Uses of Funds"): 

- Pay to or on behalf of borrowers to provide a subsidy 

- Retain as invested equity as part of a borrower's corpus allocation 

- Rebate to the U.S. Treasury 

- Make available for other SRF purposes ("de-allocate") 

The Sources of Funds and the Uses of Funds for the traditional reserve fund model are 
shown in Fig. 4 for a sample $100 million, 20-year loan. 

Under the SRFGO approach, portions of the amounts available within the individual 
Source of Funds categories are applied to different Uses of Funds, as shown in Table 2: 

Table 2 



illiiillllM 


Funds 






Program 
Equity 


Retained as invested equity until de- 
allocated 


Retained as invested until either de-allocated or used to 
fund subsidy 


Earnings 
Within 
Bond Yield 


Used to fund subsidy 


Used to fund subsidy or either added to invested equity or 
de-allocated 


Earnings 
Over Bond 
Yield 


Rebated to U.S. Treasury 


Partially rebated to U.S. Treasury and partially used either 
to fund subsidy, to increase invested equity, or de- 
allocated. 



The change in the way that program equity and earnings within the bond yield are 



applied results in a significant programmatic enhancement, i.e., the ability to retain a portion 
of the earnings in excess of the bond yield. 

It is noted that program equity is believed to be available to be used directly to pay 
debt service. The reasoning goes as follows: First, providing a below market loan and 
securing the payment of SRF bonds are authorized purposes of the SRF. Second, in existing 
SRF structures, it is contemplated that equity would be used to pay debt service in the event 
of a loan default. Finally, in the context of state match bonds, the regulations make clear that 
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such bonds can only be retired from "interest earned by the SRF" (including interest on SRF 
loans), making it clear that without this explicit limitation, program equity as well as earnings 
could be used to pay such bonds. 

When considering the relative cash flows of the two approaches (i.e., traditional 
reserve model and SRFGO structure), specifically on dates on which monies are either 
received or applied, it is believed that the EPA will assess the following factors: 

- The amount of invested program equity prior to any receipt or application of funds; 

- The amounts available on each such date to provide borrower subsidies; 

- The amount available for de-allocation on each such date; 

- The amount of invested program equity after any receipt or application of funds; and 

- The amount of earnings required to be rebated to the U.S. Treasury. 

The amount of earnings required to be rebated is reduced under the SRFGO approach 
by 61% for 30-year loans and 71% for 20-year loans (at least in the context of the MWPA 
Trust embodiment - other embodiments may, of course, have other rebate ratios). The 
additional earnings retained by the SRF issuer could be used: 1) to increase borrower 
subsidies; and/or 2) to increase the invested equity; and/or 3) to increase de-allocated funds. 

For the sake of clarity, the cash flows are analyzed both with and without taking into 
account the additional retained earnings under the SRFGO approach. 

For cash flows without taking acdount of additional earnings retained under the 
SRFGO approach: 1) the amount of invested equity prior to any receipt or application of 
funds is essentially identical under both approaches; 2) the amounts available to provide 
borrower subsidies are essentially identical under both approaches; 3) the amount available 
for de-allocation is essentially identical under both approaches; and 4) the invested equity 
after any receipt or application of funds is essentially identical under both approaches. 

So, before taking account of the additional retained earnings under the SRFGO 
approach, the cash flows for the two approaches are essentially identical from an EPA 
perspective. Since the cash flow comparison shows that there is essentially no reduction in 
the amount of program equity available on any date, it is believed that no issue exists with 
respect to the perpetuity requirement. Since the funds available for subsidies and de- 
allocation are also essentially identical under both approaches (before into taking account the 
additional retained earnings), it is believed that there should be no EPA issue with respect to 
the cash flows under the SRFGO approach. 
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On the other hand, for cash flows taking into account the additional earnings retained 
under SRFGO approach, more total dollars are available as a result of the reduction in rebated 
earnings (for the SRFGO approach). The cash flow comparison indicates, for one 
embodiment, that the additional dollars available represent more than 1 1.6% of the original 
program equity for 20-year loans and more than 16.4% of the original program equity for 30- 
year loans. The additional amounts available could be used, in whole or in part, to: 1) 
increase the borrower subsidy; and/or 2) increase invested funds; and/or 3) increase the de- 
allocated funds made available for other SRF purposes. In one embodiment, the present value 
of the additional retained earnings is 8.2% of the original equity for 20-year loans and 9.6% 
for 30-year loans. 

Under the SRFGO approach, more total dollars are available as a result of the 
reduction in rebated earnings. Fig. 5 shows the additional $5.71 million retained in the 
program under the MWPA Trust embodiment. These additional amounts could be used in 
whole or in part to: 1) increase the borrower subsidy; and/or 2) increase invested funds; 
and/or 3) increase the de-allocated funds made available for other SRF purposes. 

Taking account of the additional amounts available, the analysis demonstrates that 
this embodiment of the SRFGO approach is either identical or superior to the traditional 
reserve model since the amounts available for each purpose (other than rebate) are equal to or 
greater than the amounts available under the traditional reserve model. 

The additional monies are available under the SRFGO approach as a result of two 
subtle changes. First, program equity is no longer "pledged" for arbitrage purposes. As 
discussed below, program equity continues to be a source of security for the bonds. Second, 
by using a portion of the program equity to provide part of the subsidy, the remainder of the 
program equity is not deemed to be "sinking funds" and can be invested above the bond 
yield, free from yield restriction or rebate. The portion of the equity used to provide the 
subsidy continues to be "sinking funds" and is subject to yield restriction/rebate. The amount 
of yield restricted program equity that is used to provide a subsidy is simultaneously 
replenished from earnings on the unrestricted equity. Thus, there is in effect essentially no 
reduction in the amount of program equity. 

It is noted that the structural changes in the program cash flows under the SRFGO 
approach (as opposed to the traditional reserve model) may be significant from a tax and 
arbitrage perspective in that they reduce the amount of program equity that is deemed to be 
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"sinking funds". However, it is believed that from an EPA perspective, the amounts available 
under the SRFGO approach for each purpose of the SRF program are equal or greater than 
under the traditional reserve model. 

As is the case with the program cash flows, the change in security under the SRFGO 
approach may be significant from a tax and arbitrage perspective but is believed to be neither 
significant nor adverse from an EPA perspective. The changes provide greater flexibility for 
the SRF issuer to use equity for additional legally authorized purposes, including making 
loans or securing loans financed outside of the SRFGO structure. Such purposes may include 
activities that are not currently authorized or contemplated. This additional flexibility is 
achieve by eliminating the legal pledge of equity that exists under the traditional reserve 
model. In addition to eliminating the legal pledge, the SRF issuer could agree not to make 
any negative covenants restricting its ability to use equity for legally authorized purposes. 

While program equity is not legally pledged under this embodiment, it will, to the 
extent not expended or otherwise pledged or committed by the SRF issuer, still provide 
security for the SRFGO bonds. The SRF issuer may be contractually obligated to use such 
amounts that remain available at any time to cure any deficiency with respect to amounts 
available to pay the SRFGO bonds. This new credit structure is believed to be consistent with 
the EPA's SRF regulations which authorize the SRF to be used as security for SRF bonds. It 
is further believed that the EPA's SRF regulations do not suggest that the traditional reserve 
model or a legal pledge of equity is more appropriate than any other security structure. 

In addition to providing valuable programmatic flexibility, the change in credit 
structure may be necessary to avoid having the SRF equity characterized as "pledged funds" 
which could result in the equity being subject to yield restriction or rebate. It is believed that 
any impact of the change on the SRF program credit should be slight. 

Further, it is believed that an SRFGO will carry a significant credit value with rating 
agencies and investors. How much value the SRFGO receives is a function of several factors: 
(1) the amount of program assets expected to be available, (2) the expected amount of the 
obligations payable from such assets (taking into account any expected prior obligations), and 
(3) the SRFGO issuer's operating procedures and policies. 

It is important to note that, as demonstrated above, the amount of funds retained in the 
SRF program in the SRFGO structure may be greater than is the case with the traditional 
reserve model, since a portion of the earnings which are currently rebated to the federal 
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government would be retained by the SRF issuer. Furthermore, the uses for the funds in the 
SRFGO, which are available to cure defaults but are not pledged to do so, are limited by the 
federal law that created the SRF, A notable change in the SRFGO structure is the increased 
dependence on the management of the SRFGO. 

Since the SRF issuer will have more discretion under the SRFGO program structure 
with respect to the use of de-allocated reserves, it is important that a set of operating 
procedures and policies be articulated with respect to making loans, levels of loan subsidies, 
and methods for mitigating the impact of borrower defaults. It is believed that rating agencies 
and investors will look for experience, intent, and consistency of approach in the operating of 
the program in light of the modified legal protections contemplated. As an example, when the 
New York Power Authority moved to a corporate style indenture in 1998, the rating agencies 
gave substantial credit to its historically strong management and strong reserve levels. 
However, in light of the lack of a pledged debt service reserve fund, its board and 
management expressed a policy to maintain certain liquidity and coverage. 

In order to implement the SRFGO structure according to one embodiment of the 
invention, the MWPA Trust would need to refund most or all of its outstanding bonds and 
issue new bonds backed by the SRFGO credit. For the purposes of illustration the following 
is an example examination of a refunding of the bonds in the MWPA Trust's pool program. 
Since none of these bonds have been previously refunded with a "senior-subordinate" 
structure, the analysis (which is summarized below) is more straightforward. 

More particularly, if current market rates are lower than a prior bond series' rates the 
prior bonds should be called at the first date that produces savings, and the refunding is 
referred to as "high-to-low". The traditional approach to a "high-to-low" SRF refunding is the 
senior-subordinate structure, where a portion of the prior bonds which have debt service 
equal to the prior reserve earnings are left outstanding. In the traditional approach, only a 
portion of the potential bond savings is realized. The reserve fund continues to earn at the 
prior bond yield until the prior bond call date. After the prior bond call date it is believed that, 
as a benefit of the universal cap, the portion of the equity exceeding the value of the 
outstanding prior bonds becomes unrestricted. 

The SRFGO approach to "high-to-low" refundings includes at least two options. The 
first is a modified version of the senior-subordinate structure. The second is a full refunding 
of the prior bonds. In the SRFGO approach the option producing the highest savings may be 
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used. The SRFGO approach of the present embodiment is believed to have the following 
advantages over the traditional senior-subordinate approach: 

1) Just as in the Senior-Subordinate case, the SRFGO structure results in larger 
subordinate refundings of bonds issued in 1993 and later. This is because the concept 
of a "subsidy escrow" is mathematically equivalent to using the "earnings test" rather 
than the "balance test" to determine how many bonds remain unrefunded. 

2) In the SRFGO approach, unlike the traditional Senior-Subordinate structure, 
the equity deposited in the SRF Fund becomes unrestricted immediately. Therefore, 
the more time to the call date of the prior bonds, the greater the incremental benefit of 
the SRFGO structure will be. 

3) For some series, there is an additional universal cap benefit under the SRFGO 
approach; if a full refunding of the prior bonds is used, a portion of the "subsidy 
escrow" is unrestricted until the call date for the refunded bonds. 

4) With the SRFGO structure, all refundings can be completed at the same time, 
eliminating the SRF issuer's exposure to market risk. 

On the other hand, if current market rates are higher than a prior bond series' rates the 
prior bonds cannot be called unless a legitimate programmatic reason for doing so exists, and 
the refunding is referred to as "low-to-high". These bonds are not eligible to be refunded 
under the traditional approach. However, it is believed that implementing the SRFGO 
structure is a legitimate purpose for refunding these series. A "low-to-high" refunding of a 
non-SRF issue produces no present value savings. In fact, such a refunding produces a PV 
loss equal to the cost of issuance. However, in the case of SRF bonds with large reserve 
funds, there is a significant universal cap benefit to refundings. In a "low-to-high" SRFGO 
refunding where the term of the debt is not extended, the entire reserve, including the subsidy 
escrow, is essentially unrestricted for the entire term. Even if the loan were extended by 10 
years (e.g. from 20 to 30 years), there is a significant PV benefit on the subsidy escrow 
earnings. 

Refunding all of the outstanding pool bonds using the SRFGO approach (according to 
the MWPA Trust embodiment) would result in approximately a $1.1 billion refunding series 
and would produce approximately $36.4 million in PV savings. Table 3 below summarizes 
the savings available under both the SRFGO approach of the present embodiment and the 
traditional senior-subordinate structure, assuming none of the loans is extended. 
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Table 3 







jS&SubcH^nateRefiinding 




Refunding Par 


$508,111,979 


$1,120,785,000 


Refunded Par 


$537,820,512 


$1,067,055,430 


PV Savings 


$19,707,303 


$36,359,884 


% Savings of Refunded 






Par 


3.66% 


3.41% 



Note that in the SRFGO refunding all of the outstanding bonds are refunded, while in 
the traditional refunding only series that produce PV savings of greater than 2% are included. 
Also, to the extent that any of the investment GICs were bid out to maximize earnings on the 
reasonably required reserve portion of the reserve by increasing construction fund earnings, 
some of the refunding savings may already have been locked in. This is true for both the 
traditional and SRFGO refundings. 

The SRFGO approach provides flexibility for the MWPA Trust going forward. Also, 
implementing the SRFGO structure produces a number of financial benefits. The estimated 
PV savings from each of these is summarized below in Table 4: 

Table 4 







PV of Savings on Future New Money 


$59.5 MM 


Refunding Savings 


36.4 MM 


Estimated PV Benefit on Future 


6.0 MM 


Refundings 




Total: 


$101.9 MM 



The SRFGO approach according to the MWPA Trust embodiment has an estimated 
aggregate PV benefit of approximately $102 million, or approximately 9.5% of the refunded 
par, and would result in an ongoing program that is believed to be easier to manage 
(compared to a traditional reserve model). 
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Another embodiment of the SRFGO approach according to the instant invention in 
which the Texas Water Development Board ("TWDB") acts as SRF issuer will now be 
described. 

As seen in Fig. 6, the escrow fund of the SRFGO approach in the context of the 
TWDB embodiment provides the same interest subsidy as would have been provided by a 
traditional reserve fund, but requires a smaller deposit of program equity. 

Further, as seen in Table 5 below, the amount of program equity that remains 
unrestricted in the SRFGO Fund varies depending upon loan maturity and more than 2.5% 
present value savings could be realized on every new loan. 

Table 5 



Loan Term 


Unrestricted Percentage of 
Corpus Allocation J 


Present Value (PV) Benefit 


20 Years 


60% 


2.6% 


30 Years 


46% 


2.6% 



Moreover, as discussed above, funding the escrow with program equity is consistent 
with the requirement to maintain the SRF in perpetuity. More particularly, it is noted that: 1) 
there is no prohibition against spending equity, as opposed to just earnings, to pay bond debt 
service (except with respect to state match funds); 2) under the traditional reserve fund model 
equity would also be spent in the event of a default; 3) since total earnings on program equity 
would be higher under the SRFGO approach, the available resources of the program would 
be significantly greater over time than under the traditional reserve fund model (if the 
additional earnings are retained within the SRF Fund; and 4) if additional earnings are 
applied to increase the interest subsidy, then the available program resources will be 
essentially the same as under the traditional reserve fund model. 

Referring now to Fig. 7, it is seen that if equity could be invested unrestricted, to 
benefit from the investment opportunity an SRF Authority (or issuer) using the cash flow 
model would have to sell a portion of its loan portfolio to a third party (the proceeds of the 
sale of the equity-funded 0% loans could be less than the face amount of the SRF Authority's 
equity). 

Regarding the tax-exempt refinancing of an equity-funded loan portfolio, it is noted 
that: 1) an SRF Authority can only issue tax-exempt bonds to reimburse itself for equity used 
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to make loans based on official action prior to making the loans and within 18 months of the 
bond issuance; 2) if bonds received from underlying borrowers to secure SRF loans were 
issued as tax-exempt bonds, the borrower bonds can be sold to a third party that can finance 
the purchase on a tax-exempt basis; 3) if the underlying borrower bonds were issued as 
taxable bonds, then they must be refunded by the borrower with tax-exempt borrower bonds 
before the loans can be purchased by a third party with tax-exempt proceeds; 4) the SRF 
Authority must sell only that portion of its loans that was funded with equity rather than bond 
proceeds; and 5) unless an allocation was made within 18 months of making the loan, each 
loan will be deemed to be made pro rata from equity and bond proceeds, thus the SRF 
Authority would not be able to simply sell the largest loans in the portfolio. 

Referring now to Fig. 8, it is seen that although the purchase price of the 0% loans 
will be less than the SRF Authority's equity, the purchase price together with earnings 
thereon at an unrestricted yield will exceed the original equity. 

Regarding the effect of achieving unrestricted investment on all program equity, it is 
noted that: 1) the present value of the 0% loans will be less than the amount of original 
equity; 2) to fully recover its equity, the SRF Authority would also have to sell a portion of 
its market rate loans; 3) since the market rate loans were funded with bond proceeds, the sale 
proceeds might continue to be viewed as bond proceeds; 4) since principal and interest on the 
market rate loans is needed for bond debt service, the sale proceeds from these loans and 
earnings thereon would need to be used to pay the bonds; and 5) it is believed that the sale 
proceeds of the market rate loan proceeds would be yield restricted under current law as 
sinking fund proceeds and that if viewed as bond proceeds such sale proceeds would be 
restricted even under the proposed legislation on SRF equity. 

Referring now to Fig. 9, a diagram in connection with loans made at a blended rate 
(rather than making market rate loans with bond proceeds and 0% loans with equity) is 
shown. 

More particularly, with regard to all loans being made at a blended-rate, it is noted 
that: 1) the cash flow from the equity-funded loans is considerable higher; 2) the sale price of 
the equity-funded loans would be higher; 3) the excess cash flow above bond debt service 
still equals the principal on the equity-funded loans (thus, the additional proceeds of the loan 
sale (and earnings thereon) would be needed to pay bond debt service; 4) it is believed that 
under current law, the additional sale proceeds would be yield restricted (however, it is 
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believed that under the proposed legislation they would become unrestricted); 5) it is believed 
that under current law there is essentially no benefit to receiving such additional loan sale 
proceeds; 6) it is not necessary to sell all of the equity-funded loans, but only a portion of 
those loans for which the loan repayments (principal and interest) equal loan principal 
repayments; and 7) it is believed that all of the equity that can be restricted under current law 
can be recovered without selling any portion of the smallest loans or loans with credit issues. 

Referring now to Fig. 10, it is seen that the TWDB could achieve savings by selling a 
portion of its equity-funded loans and refunding its SRF bonds according to an embodiment 
of the SRFGO approach. 

Referring now to Fig. 1 1, it is seen that under an embodiment of the SRFGO 
approach, TWDB bonds could be secured by loan repayments and other available monies in 
the SRF Fund. 

In another embodiment of the present invention an alternative mechanism that would 
increase the earnings on program equity for an issuer who is either leveraging for the first 
time or has leveraged using the cash flow approach is provided. As modified for application 
to such an issuer, the SRFGO approach may be as follows: For upcoming loans, fund all 
loans from bond proceeds. The bonds would be secured by loan interest (e.g. drinking loan 
interest) and principal payments. The interest subsidy on the loans funded by the new bonds 
would be funded with loan principal and interest on the equity funded loans (it is believed 
that this would not create a new tax consequence). The capitalization grants and state match 
funds received in connection with the new loans would remain in the general SRF fund and 
would not be pledged to secure the bonds, used to pay debt service, or provide an interest 
subsidy. Such amounts would be available for any lawful purpose of the SRF fund and could 
be invested at an unrestricted yield. Effectively, this approach would result in 100% of the 
new equity being unrestricted (because existing loans are used). The additional earnings 
retained by the fund as a result of this approach could be applied to increase the amount of 
program equity or for other program purposes. 

While a number of embodiments of the instant invention have been described, it is 
understood that these embodiments are illustrative only, and not restrictive, and that many 
modifications may become apparent to those of ordinary skill in the art. For example, the 
SRFGO structure according to the instant invention may be utilized in connection with an 
initial financing or a refinancing (i.e., a refunding). If done in connection with a refunding, 
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the refunding could be a savings refunding (e.g., a "high to low" refunding in which old 
bonds are refunded with lower coupon refunding bonds and the proceeds of the refunding 
bonds are used to call the refunded bonds on their first call date) or a stretch out refunding 
(e.g., a "low to high" refunding in which the primary purpose is to reduce annual debt service 
by repaying debt over a longer period of time). Further, the SRFGO structure according to the 
instant invention may be utilized to provide the SRF issuer with the flexibility to broaden 
qualifying projects, increase program leverage, modify types and/or amounts of financial 
assistance, issue parity bonds without a reserve fund, reduce investment liquidity, and modify 
the credit structure. Further still, the SRFGO structure according to the instant invention may 
be utilized to maintain a relatively high level of default tolerance (compared to a traditional 
SRF). Further still, the SRFGO structure according to the instant invention may be utilized in 
an SRF program under the federal Clean Water Act. Further still, "available" funds in the 
SRF Fund which may be used for the General Obligations may be the result of: a) interest 
subsidies from the interest subsidy fund which are not needed for bond debt service and/or b) 
interest subsidies from the equity funded subsidy escrow which are not needed for bond debt 
service, and/or c) excess borrower repayments. Further still, there may be a single interest 
subsidy fund or there may be a number of interest subsidy funds each corresponding to one or 
more loan(s)/bond(s). Further still, there may be a single equity funded subsidy escrow or 
there may be a number of equity funded subsidy escrows each corresponding to one or more 
loan(s)/bond(s). Further still, the interest subsidies from the interest subsidy fund and the 
equity funded subsidy escrow may be earmarked for bond debt service of a particular 
loan/bond or the interest subsidies may be applied to the SRF Fund as a whole. Further still, 
the SRFGO structure according to the instant invention may be utilized by any appropriate 
SRF issuer (such as the New York State Environmental Facilities Authority ("EFA"), the 
State of Connecticut's Clean Water Fund ("CEF"), the Michigan Municipal Bond Authority 
("MBA"), the Texas Water Development Board ("TWDB"), or the Massachusetts Water 
Pollution Abatement Trust ("MWPA Trust"), for example) and the loans of the SRFGO 
structure according to the instant invention may be made to any appropriate borrower (such 
as the New York City Municipal Water Finance Authority ("NYCMWFA"), for example). 
Further still, the SRFGO structure according to the instant invention may utilize variable rate 
debt and/or forward purchase of bonds (e.g., tax-exempt bonds). Further still, while some 
states refer to "program equity" and some states refer to "corpus allocation", for the purposes 
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of the present application the meanings of the two terms are intended to be essentially the 
same. Further still, while some states (e.g., New York) currently require that a particular 
corpus allocation correspond to a particular loan, the present invention is, of course, not 
limited to an embodiment reflecting such a state requirement. Further still, the present 
invention may be employed in the context of old loans made using the cash flow model, 
wherein loans (e.g., the existing loans) may be "bundled" to structure a general obligation 
with a pledge of such loans. Further still, the methods described may be embodied in a 
software program and/or a computer system. 
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